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Real gross domestic product (GDP)

Growth in real GDP strengthened to a 2.0 percent annual
ratein the first quarter of 2001, according to the advance esti-
mate. Although this was double the small 1.0 percent annual
rate of growth inthefourth quarter of 2000, thefirst quarter in-
creasewas still below most estimates of the economy’ s poten-
tial rate.

Growth wasled by a 3.1 percent annual rateincreasein per-
sonal consumption expenditures and by a substantial drop in
imports. Exports edged down as well but by much less than
imports. The reduction in the foreign trade deficit added 1.4
percentage points to GDP growth, only the second timein 4
yearsthat the quarterly trade deficit narrowed.

Investment in equipment and software decreased at a 2.1
percent annual paceinthefirst quarter after falling 3.3 percent
inthefourth. Thosewerethefirst back-to-back declinesinthis
category sincethe 1991 recession. Therewasalargeinventory
correction inthefirst quarter that subtracted 2-1/2 pointsfrom
real GDP growth. Much of the reduction ininventoriesand in
equipment investment came out of imports.

The national accounts measures of inflation accelerated in
the first quarter primarily because of higher food and energy
prices, theannual Federal pay raise (whichistreated asaprice
increase), and a pickup in prices for consumer services. The
GDP price index rose at a 3.2 percent annual rate in the first

quarter compared with 2.0 percent in the fourth quarter. Ex-
cluding food and energy, the corerate moved up to 2.3 percent
from 1.9 percent.
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Inflation

Inflation picked upinthefirst 3 monthsof 2001. Productivity
growth was little changed in the first quarter and hourly com-
pensation rose by a sizable amount, resulting in higher labor
costs.

Consumer pricesincreased at a4.0 percent annual ratefor the
3-month period ending in March, an acceleration of a little
more than 1/2 percentage point from the previous year. Prices
jumped sharply in January before registering more moderate
increasesin February and March. Core Consumer Price Index
(CPI) inflation (excluding the food and energy components)
picked up to a 3.5 percent pace during the first 3 months of the
year from 2.6 percent in 2000. Food pricesrose at a4.1 percent
annual rate, an acceleration of about 1-1/4 percentage points
from the previousyear. Energy priceswere up at an annual rate
of 6.0 percent, well below the double-digit increases registered
in the previous 2 years.

At the producer level, the pattern for finished goods prices so
far this year has generally mirrored developments at the con-
sumer level. Finished goods pricesrose at a4.9 percent annual

rate during the first 3 months of the year, up from 3.6 percent
in the previous year. Virtually all of the increase occurred in
January. Core inflation continued to be moderate, increasing
at a1.9 percent rate during thefirst quarter. Thiswas still at a
slightly faster rate than the 1.2 percent increase in 2000. The
increasein energy pricesslowed to an annual rateof just under
11 percent during thefirst quarter of the year from more than
17 percent last year. Further back inthe production chain, core
prices for crude goods dropped by 12-1/2 percent while core
intermediate goods prices moved up at a moderate pace.

Productivity in the nonfarm business sector edged down by
0.1 percent inthefirst quarter of 2001, following strong gains
over thelast several years. Hourly compensation costsrose by
5.2 percent inthe quarter, pushing unit labor costsup by asim-
ilar 5.2 percent. The employment cost index for total compen-
sation, a separate compensation measure that also is closely
watched, increased by 4.1 percent for the 12-month period
endinginMarch. Thiswaslessthantheincreasein compensa-
tion in the productivity series (which includes stock options)
and a dlight deceleration from the 4.3 percent gain during the
year ending in March 2000.
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Employment and unemployment

Payroll employment has declined in recent months, and the
unemployment rate hasrisento 4.5 percent. Despitetheemer-
gence of weaker labor market conditions, wage growth has
shown no signs of slowing.

Employment on nonfarm payrolls plunged by 223,000 in
April 2001 ontop of a53,000 declinein March. The April loss
wasthe steepest since February 1991, when the economy was
officially in recession. The downturn recorded in the 2 | atest
months followed a year-long slowdown in payroll growth
characterized by notable job lossesin the manufacturing sec-
tor. Steady declines in factory employment since the middle
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of 2000 resulted in 550,000 fewer jobs by April 2001. Weak-
ness in manufacturing likely contributed to steep job lossesin
the temporary help supply industry, which places alarge por-
tion of workers in factory jobs. Temporary help supply busi-
nesses have slashed payrolls by 370,000 since September
2000. The private service-producing sector (excluding help
supply) continuedtohirein April, albeit at avery sluggish pace
compared to just afew months ago. The construction industry
shed 64,000 workers in April, but strong gains averaging
62,000 per monthinthefirst quarter and wet weather in partsof
the country may have played arole.
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The unemployment rate rose from 4.3 percent in March to
4.5 percent in April, the highest reading since October 1998.
This suggests some loosening of labor market tightness since
last fall, when the unemployment rate reached a 3-decade low
of 3.9 percent. Thelabor force participation rate eased to 67.1
percent in April from 67.2 percent in the prior 2 monthsbut re-
mains well within the range of recent experience.

Nominal wage gains, as measured in the payroll employ-
ment survey, have yet to moderate but still remain relatively
tame. Average hourly earnings of production and other
nonsupervisory workers grew by 4.3 percent over the 12
months ended in April, up from 3.8 percent in the year-earlier
period but still less than the 4.4 percent gain posted in early
1998. Adjusted for inflation, average hourly earnings in-
creased by astrong 1.4 percent during theyear endedin March,
building on the gains registered since 1995.

Real disposable personal income
and consumer spending

Personal income in nominal termsrose at a 5.9 percent an-
nual ratein thefirst quarter of 2001. Thiswas up from anin-
crease of about 4 percent inthefourth quarter of 2000 but close
to the paceregistered over the previous 2 years. Wage and sal-
ary disbursements (58 percent of income) continued to rise at
about a 6-1/2 percent annual ratein the first quarter. Strength
wasconcentrated in the distributiveand serviceindustries, and
in government wages and salaries, which were boosted by the
annual cost-of-living adjustment for Federal civilian and mili-
tary personnel. Manufacturing payrolls declined in the first
quarter for thefirst timein 7 years, contributing to adecelera-
tioninwage growth in the goods producing industries. | nterest
payments slowed in the first quarter of the year, reflecting de-
clinesininterest rates.

On areal after-tax basis, personal income rose at a 2.0 per-
cent annual rate in thefirst quarter of 2001. Thiswas closeto
the 2.2 percent increase last year but down from 3.1 percent
registered in 1999.

Real consumer spending was up at a3.1 percent annual rate
in the first quarter, close to the 2.8 percent rate in the fourth
quarter but off from the 4.5 percent pace for al of last year.
Growth of expenditureson durablegoodsrosesharply, ledby a
near 20 percent annual rateincreasein spending for motor ve-
hicles. Manufacturers' incentive programs aimed at reducing
inventories contributed to the first quarter jump in consumer
spending on motor vehicles. Spending on services only grew
by 1.7 percent inthefirst quarter, the smallestincreasein more
than 2 years. Sharp increases in energy costs were afactor.

With real consumer spending growing at afaster pace than
after-tax income, the personal saving rate moved downto-1.0
percent in the first quarter from a negative 0.7 percent in the

fourth quarter. For all of last year, the personal saving ratewas
-0.1 percent, down from arecent high of 8.7 percent in 1992.
This was the first time that the saving rate had been negative
sincethemidst of the Great Depression in 1933. Of course, the
circumstances are entirely different today. Even with the de-
cline in equity markets during 2000 and 2001, household net
worth hasbenefited from tremendousgainsinthe stock market
in recent years. This “wealth effect” has been a major factor
behind the decline in the personal saving rate. Increasesin as-
set valuesare not counted asincomein the national income and
product accounts, from which saving is calculated, but none-
theless contribute to the willingness and ability of consumers
to spend.

Industrial production
and capacity utilization

Output in the industrial sector declined for the seventh
straight month in April 2001, falling by a seasonally adjusted
0.3 percent. Due to downward revisions in the previous
month’ sdata, thefirst quarter showed a6.5 percent annual rate
contraction. Thiswasthelargest quarterly declinesincethe 8.3
percent drop in the first quarter of 1991, when the economy
wasin recession. Over the past 12 months, industrial produc-
tion has falen by 1.0 percent—a dramatic reversal from
year-over-year gains of around 6-1/2 percent registered last
spring.

Manufacturing production, which accounts for just over 87
percent of all industrial output, also declined by 0.3 percentin
April, on top of adramatic 7.7 percent annual rate drop in the
first quarter of 2001. Production of motor vehicles and parts,
which has played a significant rolein the recent contractionin
the factory sector, was flat in April. There were sizable de-
clinesinsuch cyclically sensitive sectorsasindustrial machin-
ery and equipment and electrical equipment.

The high-tech sector, which includes computers, communi-
cations equipment and semi conductors, has been slashing out-
put in recent months due to an inventory overhang. Although
declinesin this sector have not yet approached the magnitude
of other manufacturing industries, the slowdown since last
spring has been quite remarkable. After growing by 25.2 per-
cent at an annual rate in the fourth quarter of 2000, production
inthe high-tech sector declined by 4.3 percent in thefirst quar-
ter of 2001. Excluding high-tech, manufacturing production
fell by 0.3 percent in April and by 8.2 percent in the first
quarter.

The rate of industrial capacity utilization, which has been
edging downward for 8 consecutive months, dipped to a
10-year low of 78.5 percent in April. Thisrateis 5.9 percent-
age points bel ow the expansion peak of 84.4 percent achieved
inearly 1995 and 3.5 pointslower thanitslong-term average.



Nonfarm productivity and unit labor costs

U.S. productivity tapered off in the first quarter of 2001
from the extremely strong readings of recent years. Nonfarm
business productivity (real output per hour worked) fell by 0.1
percent at an annual rate, thefirst decline sincethefirst quarter
of 1995. The latest reading stands in contrast to the solid 2.0
percent rate of increasein thefourth quarter and the strong 3.3
percent rate of growth for all of 2000. During the 5 yearsfrom
1995 to 2000, nonfarm productivity advanced at a 2.9 percent
annual rate, thefastest rate of growth for any such period since
1968. Whilethelatest quarter representsasignificant fallback
from thistrend, the quarterly productivity numberstend to be
extremely voldtile.

Hourly compensation costs in the nonfarm business sector
rose at a5.2 percent annual ratein thefirst quarter after jump-
ing by 6.0 percent or morein each of the previous three quar-
ters. Over the latest four quarters, growth in hourly
compensation has accelerated from 4.5 percent ayear earlier
to 6.0 percent in the first quarter—a pace not seen since the
first quarter of 1992. Thedeclinein productivity, coupled with
asizeableincreasein compensation, caused unit labor coststo
surge by 5.2 percent at an annual rate in thefirst quarter. This
boosted the four-quarter increase to 3.1 percent, up from 2.3
percent during 2000. The sharp risein unit labor costs threat-
enstointensify a squeeze on unit profitsthat developed in the
second half of last year.

Productivity growth in the manufacturing sector slowedto a
narrow 0.3 percent annual rateinthefirst quarter from 5.5 per-
centinthefourth quarter and 6.7 percent during all of last year.
From 1995 to 2000, manufacturing productivity averaged a
5.4 percent annual rate of advance—strength unprecedented
in the post-World War I era. Hourly compensation increased
at a4.7 percent annua ratein thefirst quarter, slower than the
6.2 percent pace last year. Factory unit labor costsrose by 4.4
percent at an annual rateinthefirst quarter, after having fallen
on average in each of the past 7 years.

Current account balance

Thecurrent account measurestradein goodsand servicesas
well astheflow of investment income and unilateral transfers.
The current account has been in deficit amost continuously
sincetheearly 1980s. I nthefourth quarter of 2000, the current
account deficit swelled to $461 billion at an annual rate. That
brought the deficit for the entireyear to arecord high $435 bil -
lion, or 4.6 percent of nominal GDP.

The current account deficit has widened substantially over
the past decade primarily because of a deterioration in the
merchandise trade balance. Growth in U.S. domestic demand
has outpaced that of our major trading partners, causing im-
ports to grow much more rapidly than exports. The apprecia-
tion of thedollar inrecent yearsand higher pricesfor imported
oil since 1998 also have contributed to the burgeoning trade
gap. As a result, the deficit on merchandise trade has more
than doubled since the mid-1990s, reaching a new high of
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$473 billion at an annual rateinthe fourth quarter. Significant
improvement wasrecorded inthefirst 2 months of 2001, how-
ever, as demand for merchandise imports softened notably.

Other major components of the current account also have
fueled the growing deficit. Thesurplusontradein serviceshas
narrowed somewhat since 1997. Moreover, what had been a
positive balance on investment income turned negative in
1998, as weak foreign growth depressed interest earnings on
U.S. investmentsabroad and U.S. growth supported strongin-
terestincomeon foreign investmentsin the United States. The
balance on investment income swung back into positive terri-
tory once again in the fourth quarter, however. The improve-
ment was attributed to a large increase in direct investment
receipts.

Thecurrent account deficit is, by definition, matched by off-
setting transactionsin thefinancial and capital accounts, with
any differencein the recorded flows listed as a statistical dis-
crepancy. Continuing inflows of foreign funds reflect the at-
tractivenessof the United Statesasan investment outlet. Inthe
final quarter of last year, the financia account recorded in-
flowsfor foreign assetsin the United Statesthat exceeded out-
flowsfor U.S. assets abroad by $347 billion at an annual rate,
down from $408 hillion in the third quarter and a huge $611
billion net financial inflow recorded in the second quarter. The
moderation was due in large part to a doubling of financial
outflows for U.S.-owned assets abroad, which outweighed a
jumpinforeign acquisitions of assetsinthe United States. For
the entire year, net financial inflows totaled $399 hillion, up
from $323 billion in 1999.

Exchange rate of the dollar

Sincetheend of 1999, theexchangerate of thedollar against
abroad index of 26 currencies of important U.S. trading part-
ners has strengthened significantly, rising by 9.5 percent over
the 16 monthsended in April 2001. Thisfollowed a2-year pe-
riod of relative stability after a sharp increase in 1996 and
1997.

Nearly all of the appreciation since 1999 has been fueled by
improvement of thedollar against the currenciesof the United
States' major trading partners, including the euro-area coun-
tries, Canada, Japan, the United Kingdom, Australia, Sweden
and Switzerland. Between January 2000 and April 2001, the
exchangevalueof thedollar in relationto the currencies of the
United States' mgjor trading partnersjumped by 12.8 percent.
Thedollar/euro exchangerate climbed by 13.5 percent during
the same period, and the dollar/yen exchangerateroseby 17.5
percent.

The strength of thedollar mainly reflected the faster pace of
growth in the United States. The perception that U.S. asset
marketswould continueto present generally attractiveinvest-
ment opportunities relative to foreign markets also contrib-
uted to the stronger performance of the dollar. Other factors
such as differing central bank policies and concerns over for-
eign exchange policy, the course of structural reformsin the
euro areaand the pace of Japan’ seconomic recovery also have
played arole.
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Interest rates

The Federal Reserve eased monetary conditionsinthefirst 5
monthsof 2001. It cut interest ratesfivetimesover that span by
50 basis points each time. The Federal Reserve described its
actionsastheappropriatepolicy inlight of weak consumer and
investment demand due to lower confidence, tighter credit
conditions, and the effect of high energy prices on household
purchasing power and businessprofits. Inannouncing itslatest
reduction on May 15, the Federal Reserve noted that profit ex-
pectations and the business outlook overall seem “likely to
hold down capital spending going forward.”

The easing trend followed a period of nearly ayear during
which interest rates were left unchanged. The actions lowered
the target for the federal funds rate (the rate that banks and
other financial institutions charge each other for overnight
loans) from 6.5 percent at the end of December to 4.0 percent
by mid-May. The discount rate (the rate the Federal Reserve
charges banks for short-term funds) was lowered from 6.0

Short-term Interest Rates
(Percent)

7.0

6.5 1 Federalfundsrate —

6.0 A
5.5 1
5.0 A

Discount rate
4.5 1

4.0 A 3-month Treasury bills »
35
1999 | 2000 | 2001
H B B B E E E E B BB B HE
Housing

Housing continued to be a strong sector of the economy in
thefirst quarter of 2001. Sales of new single-family homesav-
eraged 990,000 at an annual ratein the quarter, well abovethe
selling pace of 904,000 in 2000 and the record 907,000 in
1999. In the month of March, new home sales hit an all-time
high of 1.021 million at an annual rate. Sales of existing sin-
gle-family homes also were strong through the first quarter,
andinMarchwerejust shy of their al-timerecord. A declinein
mortgage interest rates over the second half of last year and
into 2001 provided support for the high level of home sales.
The mortgage rate for a 30-year loan fell by about 1-1/2 per-
centage pointssincelast May andinthefirst quarter averaged a
low 7 percent.

percent to 3.5 percent. The market interest rate for the 3-month
Treasury hill, which usualy centersaround thelevel of thedis-
count rate, moved down to about 3.6 percent.

Rates on long-term Treasury securities declined through
most of 2000 andin early 2001 but thenturned upwardin April.
Long-term rates are influenced by a number of factors. The
downtrend in the bond yield, which moves inversely to its
price, partly reflected ashrinking supply of Treasury securities
due to growing budget surpluses. Weakness in equity markets
and in the economy in general last year, aswell as uncertainty
about prospects going forward, contributed to the decline as
well.

Mortgage interest rates generally follow the pattern of the
10-year Treasury note. The interest rate on a conventional
30-year fixed rate loan declined from arecent peak of 8.5 per-
cent in May 2000 to 7 percent by the end of last year. Therate
has held at about that level through the first 4 months of
2001.The decline of roughly 150 basis points in the mortgage
interest rate prompted some renewed strength in housing de-
mand during the latter part of last year and into 2001.
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A highlevel of salesof both new and existing homesover the
past several years led to a dramatic increase in home owner-
ship. The number of new homeownersgrew by 11 million dur-
ing the 1990s, and the home ownership rate rose to a record
67.6 percent by the first quarter of 2001. Expansion in home
ownership hasbeen particul arly notablefor minority groups.

Construction of new housing unitslagged behind new home
salesin the second half of 2000. Thisled to areduction in the
inventory of new housesfor saleand adeclineinresidential in-
vestment in both the third and fourth quarters. By the first
quarter of 2001, construction began to catch up with demand.
Housing starts jumped 23 percent at an annual rate in the first
quarter, and real residential investment increased at a 3.3 per-
cent pace.
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Federal budget

The Federal budget posted a unified surplus of $237 billion
in fiscal 2000, or 2.4 percent in relation to GDP. That was the
largest surplus ever in dollar terms and the largest relative to
GDPsincefiscal 1948. Thesurplusinfiscal 2000 wasthethird
inarow.

Receipts jumped by 10.8 percent in fiscal 2000, the fastest
rate of growth since 1987. Theincreasereflected largegainsin
the income and wealth of individuals aswell as a marked im-
provement in corporate profitsinfiscal 2000, following weak-
ness in the past severa years.

Outlays of the Federal Government increased by 5.0 percent
infiscal 2000, an acceleration from average growth of 3.0 per-
cent per year over the prior 7 years. Despite the speedup in
spending, growth in outlays was slower than growth in the
economy in fiscal 2000, and outlays in relation to GDP de-
clinedtothelowest in almost 35 years. Among major spending
categories, outlays accelerated in fiscal 2000 for such func-
tions as defense, Medicaid, Social Security and farm price

support, among others. Outlaysfor Medicare, whichdid notin-
crease at all from 1997 to 1999, began to grow again in 2000.
Net interest expenses declined for thethird consecutiveyear as
debt owed to the public was reduced.

The budget surplusin fiscal 2000 resulted in a $223 billion
reduction in debt held by the public that year. Over the last 3
years, publicly held debt hasbeen cut by atotal of $361 billion,
or 9.6 percent. At theend of fiscal 2000, debt held by the public
represented 34.7 percent of GDP, down from nearly 50 percent
7 years ago and the smallest ratio since 1984.

Thesurplusisprojected to riseto $281 billion thisfiscal year
and continue to grow over at least the next 10 years. Over the
fiscal years2002to 2011, thecumul ative surplusisexpected to
be $5.6 trillion. About $2.6 trillion of that is off-budget, re-
served for the Social Security Trust Fund. The Administration
proposes using the remaining on-budget surpluses to reduce
taxes, continueto retire the Federal debt and provide areserve
for contingencies.

Net national saving and investment

Net national saving slowed to 6.0 percent of net national
product (NNP) in the fourth quarter of 2000 (the latest period
for which full detail is available) from an average of 6.7 per-
cent in the first three quarters
of the year. (Net saving and
NNP exclude depreciation to
replace wornout or obsolete
equipment, software and

Net National Saving
(Saving as a percent of NNP)

2.7 percent of NNP. For all of 2000, total private saving aver-
aged 2.9 percent of NNP, down from approximately 9 percent
in the early 1990s.

The swing inthe Federal budget from large deficitsinto sur-
plus has more than offset the
decline in private saving since
thefirst part of the last decade.
The total public sector moved
from dissaving equivalent to
5.4 percent in 1992 to saving of
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2000. Household saving
dropped to -0.6 percent of
NNP in the fourth quarter
from near zero earlier in the
year. Despite falling equity prices last year, wealth generated
by the surging stock market in other recent years has reduced
the desire of householdsto save out of current income. (Gains
in wealth achieved through higher asset valuations are not in-
cluded in conventional definitions of saving.) Corporate sav-
ing also declined in the fourth quarter but was till positive at

slowed somewhat to 10.2 per-

cent of NNP in the fourth quar-

ter from 10.6 percent averaged
in the first three quarters of the year. Even so, the 10.5 percent
averaged for the entire year was the strongest since 1984 and
was up sharply from avery low 5.2 percent of NNPin 1991. A
largeportion of thisinvestment has been financed from abroad,
asU.S. net foreign investment swung from 0.3 percent of NNP
in 1991 to -4.9 percent last year.



